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SECTION A

All  Questions  in  this   Section  are  compulsory.   Each  question  carries  2

marks.                                                                                                                              (15x2=30)

1.     A government in countryA issues a debt to cover its spending. It pays an interest

rate of r% on the debt. In order to repay its debt fully 'by the end of t years from

now, the government must-

(a)    Run a primary surplus equal to (1+r)t+3

P. I. a .
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a)   Run a` prilnary surplus equal to (1+r)t+I

(c)    Run budget surplus equal to (1+r)t-2

(d)   Run a primary surplus equal to (1+r)t-I

2.     Un.der an exchange.rate adj.ustment, when. two trading countries are' at different

stages of the business cycle, with one country experiencing a boom and the other

experiencing a recession, it is ideal for the country with a re.cession to

(a)    Stop trading with its partner

(b)   Adopt an expansionary fiscal pc}licy but a tight monetary policy

(c)    Adopt an expansionary monetary pol-icy but a tight fiscal policy

(d)   Depreciate its currency to improve its output and employment lev?1s.

3.     The inflation rate (7[) in a country is higher than its target rate of inflatiori (fl:*),

given its nominal interest rate, i and the targeted nominal interest as i*. According
to the interest rate .rule, the central bank should ideally-

(a)    Increase the. i above i* so that the unemployment will decrease below the
natural rate of unemployment

a)   Increase the i above i* so that the unemployment .will increase above the
natural rate of unemployinent

(c)    Decre.ase the i below i* so that the unemployment will decrease below the
natural rate of unemployment

(d)   Increase the i above i*  so that the unemployment.will increase above the
natural rate of unemployment



6068

4.     A Japanese inves.tor considers investing in US bonds. Consider the following

information-

•        Spotrate:¥110/S

•        1-yearforwardrate: ¥114/S

•       Interestrate inJapan:  10/o

•       Interest rate in the us: 3°/o

(Treat Japan  as  the home  country)

The covered interest arbitrage will approximately be equal to

(a)    5.64%, with capital flows into Japan

a)   L5.64%, capital flows into the US

(c)    0°/o, with interest parity

(d)   3.64%, with flows into US

'5.     Match t.he following with their suitable altematives-

A.  Fire sales I.  Initial Policy respo.nse by the Federal Reserve

8.  Troubled AssetsReliefprogram 11.  Bundle of Assets for investment

C.  Mortgage-BasedSecurities Ill.   Selling of assets at a low price

D.  Wholesale Funding IV.  Borrowing from banks and investors to

fin.ance the purchase of assets         ``          .

P.T.O.
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(a)   A-III,, 8-I,  C-II,  D-IV

(b)   A-II,  B-IV,  C-III,  D-I

(c)   A-IV,  8-Ill,  C-I,  D-II

(d)   A-I,  8-11,  C-IV,  D-III

6.     A time inconsistency,problem in policy making refers to the situation in which-

(a)   A central bank decides to stay and act upon its announced policy, but faces

a conflict of interest with the policies of other central banks in the world

over time

(b)   A central b`ank decides t.o stay and act upon its announced policywithout

any conflict of interest with the policies of other .central banks in th6 world

over time

(c)   A central bank deviates from its announced policy over time to improve the

economic outcomes and compromising one policy parameter for the' other

(d)   A -central bank does not deviate from its  annotinced policy over ti.me to

improve the economic outcomes, and compromise with one policy parameter

for the other

7.   -Assume.that the exchange rate.s are as fo.11ows` :

•       $0.90=€1inNewYork,

•     .{€1=£Q.80ipFrankfurt,land       .q£

•        £0.80=  S'I_inLondon...___  _
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The profit made by a. successful arbitrageur is

(a)    $0.10

(b)    $0.11

(c)    $0.20

(d)    $0.15

8.     The interest rate on a three-month treasury bill is 7% at an annual basis in the

.US and 10% in Berlin. At maturity, if the Euro depreciates by 1% at an annual

basis and if the exchange rate risk is not covered, the US investor has a-

(a)   Net gain of zero %

(b)   Net gain of2%

(c)   Net gain of4%

(d)   Ne,t gai'n of 1.%

9.    `'Assume that Russia and the US are engaged in a bilateral trade, relation under a
`  flexible exchang? rate witb 1 USD (S) = 82.17 Russian R.u-ble (P). If the demand

for dollars increases in Russia, then the

prices shoot up.

(a)   Imports, Ruble

a)   Exports; Ruble .

(c)   Imports, Dollar

(d)   Exports, Dollar   -

increases,. from the US, and
E=

P-T.O.
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10.   Assume that the current spot exchange rate between the-US Dollars and Pounds

is $1  = £ 0.7. The 3-month forward rate is $1  = £0.66. The f is available ;t a

(a)    Forw`ard premium of22.86% p.a

(b)   Forward discount of 22.860/o p.a

(c)    Forward discount of5.71% p.a

(d)   Forvyard premium of5.710/o p.a

11. .  S,tarting from the position of equilibrium where y = ye and 7T = 7t*,  a negative

demand shock in the IS-PC-MR model would initially :

(a)    Shift 'the IS curve to the right

(b)   Move the ec`onomy to a lower output and lower inflation level

(c)    Shift the phillips curve upward

(d)   Move the economy along the MR curve to a higher.c)utput and lower inflation

12.   Suppose that the velocity of money circulation is V=4 and the nominal GDP is

$200 bil.lion. If .the nominal GDP rises to $220 billion, the quantity of money

demanded wil.1 be-

(a)    Rise by $5 billion

(b)   Rise by $4 billion

(c)   Fall.by $5 billion

(d)   Fallby $4 billion
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13 .   A devaluation takes place when 'the Price of a foreign currency under a

exchange rate is

(a)    Flexibl.e, decreased

a)   Flexible, increased

(c)   Fixed, decreased

(d)   Fixed, increased

by official action.

1.4.   An external account is said to be balanced when-

(a)   Current account deficit + net capital inflow = 0

(b)   Capital account deficit + net capital inflow = 0

(c)   Current account surplus + net capital inflow = 0

(d)   Capital account surplus + net capital inflow = 0

15.   Under a floating exchange rate, if an economy adopts an expansionary fiscal

policy, then it will cause-

(a)   Depreciation of home currency without any effect on net exports

(t})   Appreciation of home ,curre`ncy without any effect on net exports

(c)   Depreciation of home currency with crowding of net exports

(d)   Appreciation of home currency,with crowding of net exports

P.T.O.
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SECTION 8

Attempt any 6 questions out of the following 8 questions. Each question carries

5 marks.                                                                                                                         (6x5=30)

1.     Cons_ider an open economy with a flexible exchange rate regime and Perfect

cap.ital  mobility.  The  central bank  of this  economy  adopts  a  contractionary

monetary policy. .Analyse the inipact of such a policy action on the economy.

2.     Consider an economy that is in equilibri.urn in the current. time period (t=0) and

gets disrupted by a negative permanent supply shock, say globa.1 shortage of a
critical mineral required in a major industry. Using the 3-equation model (IS, PC,

MR) framework, explain the adjustments in different variables that, take place

during the next 2. time periods (starting t=O as. current).

3.     Consider .two countries: home-Spain and forei.gn-Japan.  Suppose there is an

appreciation of Spanish currency with respect to Japanese currency.

(a)    Spain exports edible meat offal to Japan. Would the volumes get affected?
How?

(b)   How is a Japanese citizen planning to travel to Spain get affected?

(c)    Is there any impact on 'capital flows,, CF, between the two countries? Explain.

(d)   Japan  exports photography apparatus to  Spain;  would that be  affected?
How?

4.     Consider an economy where the interest rate is.zero and people have become

indifferent between holding money and holding bonds. Show in this. situation:
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(a)   How will. the LM curve be derived?

(b)   Is there ,a limit to the effectiveness of monetary policy?

5. Suppose that the finance minister of your country, in hef budget speech, announces

a` cut in the income tax rate to be offset exactly by an increase n.ext year. If you

are a salaried person and believe in the Ricardian Equivalence Proposition, discuss

how this would change your consumption pattern and why.

6.     Imagine that you are a global investor/trader seeking to avoid foreign exchange

risks.

(a)   Explain how you would do so in the spot.market.

a)   Can you also hedge your position in the futufes ..or options market? Explain
how.

7.     Co.nsider an economy with the following facts-

o      DebttoGDpratio=40%

o      Primarydeficitto GDP=4%

o      Normal growthrate= 3%

o      Realinterestrate=3%

Using the above information, calculate the Debt to GDP ratio in 2 years. How

will this ratio change if the real interest rate changes to 5%.

Consider an economy starting from a balanced budget (year` 0), and in year 1,

the government decreases taxes by 1 unit.

P.T.O.
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(a)    Show how a primary deficit einerges at the end of year 1..

(b)   If t`he gove`rnment fullyrepays the debt during.year 2., calculate, th.e primary

surplus it needs to run in year.2.

SECTION C

Attempt  any 3  out  of the  following  4  questions.  Each  question  carries  10

marks.                                                                                                                             (3 x 1 0=30)

1.     With the help ofa diagram, explain how the points below the covered Interest

Arbitrage Parity (CIAP) line imply cap.ital outflow and points above the .CIAP

line imply capital inflow. Why does the net gain from covered interest arbitrage

tend to diminish as covered interest arbitrage continues?

2.     Explain the extended asset market approach to eixchange rate  determination.

Using this model, explain .what happens to the domestic currency if the home

nation's monetary authorities engage in open market sale of government s`ecurities

(only  the  immediate  impact  needs  to  be mentioned).

3.     Explain the Taylor's rule for the Central Bank to set the nominal interest rate.

Using this rule, find the value of the nominal interest rate set by the Central Bank

i.f the unemployment rate is above the natur.al rate by 2% and the inflation rate

is 6%. The nat:ural real interest rate is 2%, the target inflation rate is 4%, the

coefficient of deviation of inflation from target is  1.5, and the coefficient of

` deviation ofunemployment rate from natural is 0.5.

•!
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\

4.     Using the Is-PC-MR.analysis and diagram, describe what`fiappens in the economy

following  an  inflatioL sho`ck if the  central bank  cares  about both increased

un.employment and achieving its inflation target. Explain briefly what happens if

the bank cares only about its inflation target.

ds-i5  (SECTION A)

2.

ed A ¥ tTREII wh iffi .ch gr ed a fu rf ath €i qa rf t[t r% tft. qTa iR
5T gtTaFT ed €i  in ed S iF T5€ at ifr iae  all a  t ,Tffi i> 8fa iTiT, HesR

(E)   (1+r)t+3  i} HFFT Fat HpefiTiT  rfu qaiaT ini

(RT)   (1+r)t+1  a enTa.giR HTqiha  rfu aaTaT ini

(TT.)    (1+r)t-2  i* HFFT qffla  rfu aaT]T  ini

(q)    (1+r)t-1  i} 'HqTT Hrife  rfu qaT]T rfui

iaiha R HqTin ifr rfu, ida a aitqTRS tch. i± qi=HFT aR i* iaftr aloT.rfu a., ice.

i5 in ti± a. fflRE th iFT ffl=ara iFr 15T € 6ft{ qF{r.th ffl, a ffi 5T ffl5a]a
5{ ig rfu i} itr  enEti € iaT qF

(iF)  ,rd qTqTR5 wh ed i± ira .qTqR * 5I al

(a)  iawh iafu ffi rfu ire Hca itfro itfa fflqlTqi

(TT)   iawh ire RE rfu ire Hca TT5rfu ae 3Tq]Tqi

(q)    FTfl g=T ffl RI qETq5{  Std+ t!tqTET  Sir tr ed. a. Bq[{ q±.I

P.T.O.



t±e]p el±Ii ± t!±!)tl£  `:P9.e    (h)

ng JJam life `%0   (P)

t±e}E eiEii t!fi .t i±±)ti£  `:%lyg.s-   (E±)

t±g}J± el±li t!fi  .t J±lhln  `%lyg.S    (E)

lJE|?  J±ll±li  i!=I±i  lEhlili  J±lrih}la:H}   t9lLa  ttzlL  tEE±€}  2E±Ei

(RA JEe 3h ife ithfli)

%€  :iitfllakl£i)tl£      .

%T   :2itflEE.¢ElblE       .

S/7||*  :nl±biEnlEpe-I       .

S/OIIfi  ,nice     .

- ace iLEei

th  t±i±±|±iEi  Dt3j>jidjL-a   t€ il±±±E  ±iE]=}  ib j±±±  inge}  S  ]=niE €  J±±e}±If  j±ipee}  t±ihip  J±a

ii±J± ±±  ±b±E  e ±i quEi±]±e ta  `t±ini±(±B ±e}il±  aEi±i± ±hieL  €  I  i:±  *!     (tl)

iail±  ue  ±]±  €  ±±  ]±LiEi±]±e  tfi  `[±iiEi±i±}g ±e]il±  .ai2h  .tt±  e  *I  I:i  I     (JL).

iiEli  ±E ±h±a  € ±i t±iiEi±]±e ta  `]±iiE[±)±]g ±eiii±  a±iin ±h±£  e  I  +±±  *T    (t±)

lain  ue  ti±  € ± +prEi±i±e tfi  `]±iili±+±e ±e}il±  a±iin ±h±a  €  I  ]=±  *I   (j±)

-e hi pe
]=±  ±eg h(g§±  `±il±=I£  €  t±beL a t±il±±  .*[  ± bz± i±. a t±iE j±iEkiE  t±[S}[±  ±\!§  I  `n ]±]E

t±iEi±i± +:pi±i all i? `€ ±±Q}J£  € ( *u)  a [±}{±p±lfi t±]gi± i±J±i  (iJ)  a +;i :[±}+±p±i=E ± JE€ ±h

ZI

'ty

8909



6068 13

5.    RHrtlRqd iFr ed 3qgqH iaed. a fa rm -

E.  REha I. iha RE iH{] ffi un HTife Hrh

iF.   tfq5ERE qREiT5aqTfa Ii irm ts HTRach. lit ed

TT.    fro  fflTrfu Hfagiv IIi 5F Ir H RE ifr iaR

I.   faiafin IV. ira. ifl rfe i± itr ae. 6ft{ iaawh. a 3HTI in

(tF)   A-Ill,  a-I,  C-II,  D-IV

(a)   A-II,  B-IV,  C-III,  D-I

(TT).    A-IV,  8-Ill,  C-I,  D-II

(q)    A-I,  a-11,  C-IV,  D-III

6.    ffi ith S HFq. fflrm iTRT i3H iae a RE ed a fas -

(E)  ¥aT iEL ife fife ch a iaT qa an ife itfr T7I air ch 3it T3H TIT ed wh,
•    afaFT RE i} " 5EtqT i} 3Fq iffi ffi th RE. ia alq GHa ffi. ffl €E5{iq in

€1

(a)  vat iEL fa qa iafa in a iaT qa di itfifa ffi q{ a]T wh 3ife EHt} ffi

a. aq fife ffi th iffi ifr enq ias 5r as E5{iq iti rfui
\

(Tr)  ¥qT iin fa Hqq i± RE an itha itfa a i!EE5T rfe ch S B€]]{ ed i+

itr ffi Er ngzF rfe ifr itr S a rfu i5{aT al

P.T.O.
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9.     qFT rm iir RI rfe ffl3RaFT VEF ffi iaRE iR i± iT5a ira iqTqR wh ¥ €., fiRE

1  Ham as (S)  =  82.17 wh cad  (p) €i rfe RI ¥ ffi. th wh qF@ a, ch  staRch

qu a'  6ft{

(tF)   8TRT, RE

(iF)  fife, RE

(q)    3TTqTa, ire

(I)  iafa, ife

ch ae. 3ttRE a wh a.I

io.    qFT ae ia wh rfu iafiin iR tiaRafr ife Gin qT* i} rfu  Si = £ 0.7 €i th
Tan. th qiq=T iR  Si  =  £o.66  £i  ch  f  gH iR TR 3qaaET in-

(E)   22.86% rfe 5T qTqET rm

(iF)  22.86% ife tFr qiq=T i±

(TT)    5.7io;O  rfu lit qTqET istrfe

(I)   5.71°Zo rfe i5T qlqET REr

giv R ice a gr ed Ir ri y = y 3ir n = 7T* €, Is-pc-MR fa ti vH lq,ItitHch
rfu iffi rfu S in :

(iF)   Is  qE  ch  ffl€  ck  a  iHTqlTTi

(iF)  ffl± ch 5F 3EqTan 3ir tFT giv ia{ R a wi

(vi)   frm qH a i5q{ ifl ck a iHTgr

(q)   MR qF i} H[q ffl± ifr rfu i3EqT5T 3ife i5F © R ck qgTFm

P.T.O.
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12.   qFT ap ia; ¥r ch R TTRr v=4 a 3ir-qT5Tfai5 iEN 200 iafroife €i qft qTae
ire 220 iaiin ire a wh a, ch g=T ch rfu th i"T ae-

(iR)   $5 fain fflfis

(iF)  $4 iafin ife

(Tr)    $5  iaiin iFT

(I)   $4 iaiiniFT

13.    ida  ng5  iaan  art  ifr  qu  iri iafro iR  a-t[5a  rfuijii+±cFT .RE  iH{r

iin fflaT €, .ch ia  a]qgrT 55T iHTaT ai

(E) ffi' ffl

(RT) an, qu

(TT)    ida,  iffl

(i)  ida,qu

14.f    qEFT aTg HTaT aa giv  55T  iHTaT  f  i5Ia   -

(E)  qq`rfu qlET  Current account deficit  +  ifa ffi HqTa  =  0

(iF)  ffi iilaT qTa  +  iha ffi T[aTa  =  o

(TT)   aTaram rfu  +  iha en i]qTa  =  0

(q)   ca iHTaT erin  +  ifro ffi Hqia  =  o
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15.    ¥EF Efa irm H ifr  rfu, ife ae H± .ia<.ii<+fi\H  ti`dchG\t+  RE  fflqwh .€`, ch qE

-ch-
(ff )  ihaQ ¥T 5r qu5Ta ga life qt iin ian i]ulq i}

(iF)  tR5 I=r th ee ga life q{ fin ia5fl rmF ifr

(TT)   iha® BEr 5T greta 6ife qa life ifr fflRE ¥ i± HTq

(q)  €haR g=T, tfi RE.Sit ga life ift aiqfha S i} HTq

ds-a  (SECTION B)

Rt]rtli}Fd-  8  qFff ¥ a iala  6  ri. ffiT Sat itPel  TEaEF 3]aT i}  5  6f5T €.I

(6X5=30)

viF @ H± qt ia" jiftr fRE rfu iaGma i={ wh 6ir TF xp qftTha ai
gH ffl± a iffi a5 a ri5ed iftGiF in orqrf €i qH HE5R R ffi tin 5T
di-¥eai-a-i-en tR Trmq ch iadr qiftrl

ia" RE iaT ngEFT ffl± rfu HqqTala (t=O) S giv ¥ a 3ir ia FEE ±
wh enti5 ed €i{r rfu iin ira a, rfu i* VEF F5ap ed ¥ erTq¥qE {aT q55i¢
rfu aft aRE q5fti th-afro ire (Is, pc, MR) ch 5T wh qrd gr, HZE ap
iaT an 2 HqqTqfan.  (t=O ch qfa a FT i.-aa or) 5 aa iafin al a. rfu-Fin
a  tlHlq`'tll ch a`l

3.     a as TIC ia" aife: qa ed  i  tr 3ft{ lain  -_  iHTqTFi TIT rm iaT th g=T ifr

. wh g=T ift gait a.' S a ia €t
I

P.T.O.
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4.

18

(E)  dr fflqFT ch wi wh  HqRE ffir life i5IaT ai  HT TTaT mrfu an3 ae?

(-a)  iir R qm ed th in qaT ia FEE wh iTTTRaT t]{ EHa5T EFqT iTrm th?

(TT)   fflT as Effi Er th en rma, fro TR Eat 3rmF th7 HT iifel

(q)   iHmF fa ch Tfiawh Gq5di 5T life i5en €; HT ri Hrfu in7 ae7

¥EF to  H5EqiRI tI{ ia" dENir i@ET® qTH Et FT a  Sit ch ra ed 3it dy wh i}

fa 3rfu a iTF a.I F iae ¥ rfu iar:              `

(E)  vaqu qH ira iin iHTFTT7

(iF)  fflT Tire ffi th "T5th ifl fa th €7

5.     iIFT rm iaT HFT* ed a ifa ifft in a5Ir qTqoT a. enqEF{ i={ a. i5afl .tit in qich

€. ifr nd at S a wh R whi qR an F aEN rfu €. 33{ iirfu iiFgHaT
TiEaTq a. ia" ed ¥, ch ed irm f* qa ri rfu ife a ae qEF HffiE]T a 3ft{

qafl

6.    5ev]T Eire i* an FT ire iaaRE~ ¥ ifr faan gT i± ira. a qFFT aT5aT
al

(iF)  rfu ai5ITt  (ife qT5±) ¥ an S Era qan, a HT iifei
\

(RT)  fflT 3ITq. qIrI 6ir Gin i]TfflI ¥ an ice .a th qaT ed a.7 BqqT Ht5E Eel

{qT ti± TIT ia" iife iRE iit-.iiaiind aq a.-

0     RE a ¥uT 5T  ergqTa  =  40%
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0      ianaHFTGTqTqTa  =  4%

o   .-¥H=3%
0        qttdfact,  HlaiR  =`  3.O/O

19

rfe, GTFTqm ffir wh ed g¥, 2 Tffi ti Hut a RE ergqla fl iTUT]T irmt rfe aTtalis
iFTa iR  5o/O tt wh € a qa  a]IrTa tsa whi

¥E5` Qfl ffl± TR iaFT rm ifr giv a5Ia a gr an € (at 0 ), 6ir rf I a., ii{5T{
fa. ch  I qu iTET an €i

(H)  rf  I ifr 3fa ¥ HTqfifa qTa Era SHE in a qa rfui

(iF)  rfe iTffl{ rf 2 i± in F Etm g5r an €, @ rf 2 ¥ ch ch REfiis rfu aaTiT
a, i3RT qu -,

ds-IT  (SECTION C)

@HrtlRqcr  4  Hrh ¥ a iap.  3  wh. 5T sat ani  Hag H¥T io  3fqT 5T gi

('3X]o=30)

de ch E5TqaT a Ht5E dife iS ffii]r ifr lip iETa 3fckquFT iFTaT  (thfflRE) in ifr ira

ii ia± ira " RE ch ae €. 6ft{ Run in ifr tEqr ifr ia§ ae ® EqTa ch RE
a.I giv qTH 8faquFT a 5RT qa aFT ed. qEaT € in giv Era 3f5- wh T5aT
a?

2.    fi55a qRE i!TiHlt giv 5T iaRE iR iatfu i} iFfa¥ iaRT a whtrmi EH fa
tit wh ed gF, Ht5a iife fat rfe q5` ed i} ife Hrferm Hen rfugiv. th @
aTenI ¥ ian ed ¥  (fa. 57E5fa 3r3ITF 5r 5tfa zF7w a), ch ifa B=T a ETq fflT

aren al

P.T.O.
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3.     iffi aaT i} far Eec i} fin ffiT rfu rm rfe Hfaiha iHlur i={ iatfiRH ift iHT Hal

gH iin ffiT wh ed gr, rfe ate iR aTUTI €r a 2% ffliis € 8it RT iR 6%
a, a Erfu fa iH{r ia€ffi R Tte Hfaiha qTn i={ 5T iIFT aTa iiftri iF qTtalis iHta

iR   2%   a,   aca   {!,£i¢`i5iia   €{   4%   a,  aer  a   {±,si<rri\ia   t}  ia€  5T  gr

].5 a,  8fi{ qF a ate i={ i} iaRE 5T giv 0.5 ¥i

4.    rfu-it5t-quifflR  (Is-pc-MR) iawh 3ir rfu lit wh .rd gg, wh diftr i*
Tat i} Eta i} aTa a± a. Hr in a rfe irfu fa qen aarfu 3ft{ ri Tat
ifr aca ch HTta ed an. Efr q{qTa ifilen €i rfu a aaTH iaT fflT in ai]R * fa rd

Tat i± aca ch TI{qTa i5{aT €i


